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Dear Reader,

This volume updates the 1994 edition of
Corporate Finance Criteria. There are several
new chapters, covering our recently introduced
Bank Loan Ratings, criteria for “notching™ junior
obligations, and the role of cyclicality in ratings.
Naturally, the ratio medians have been brought °
up to date.

Standard & Poor’s criteria publications represent
our endeavor to convey the thought processes and
methodologies employed in determining Standard
& Poor’s ratings. They describe both

the quantitative and qualitative aspects of the
analysis. We believe that our rating product has
the most value if users appreciate all that has
gone into producing the letter symbols.

Bear in mind, though, that a rating is, in the end,
an opinion. The rating experience is as much an
art as it is a science.

Solomon B. Samson
Chairman, Corporate Ratings Criteria Committee
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Utilities

The utilitles rating methodology encompasses two basic
components: business risk analysis and financial analysis.
Evaluation of industry characteristics, the utility’s position
within that industry, its regulation, and its management
provides the context for assessing a firm’s flnancial condi-
tion

Historical analysls is a tool for Identifying strengths and
weaknesses, and provides & starting point for evaluating
financial condition. Business position assessment is the
qualitative measure of a utllity’s fundamental creditwor-
thiness. jt focuses on the forces that will shape the utilities’
future. '

The credit analysls of utilitles is quickly evolving, as
utflities are treated less as regulated monopolies and more
as entitles faced with a host of challengers in a competitive
entvironment, Marketplace dynamics are supplanting the
power of regulation, making it critically important to re-
duce costs and/or market new services In order to thwart
competitors’ inroads.

Markets and service area economy

Assessing service territory begins with the economicand
demographic evaluation of the area in which the utility has
its franchise. Strength of long-term demand for the product
is examined from a macroeconomic perspective. This en-
ables Standard & Poor's to evaluate the affordability of
rates and the staying power of demand.

Standard & Poor’s tries to discern any secular consump-
tion trends and, more importantly, the reasons for them.
Specific items examined Include the size and growth rate
of the market, strength of the franchise, historical and
. projected sales growth, income levels and trends in popu-

lation, employment, and per capita income, A utility with
a healthy economy and customer base—as fllustrated by
diverse employment opportunitles, average or above-av-
erage wealth and Income statistics, and low unemploy-

“ment-—will have a greater capacity to support its opera-

tons..

For electric and gas utilities, -distribution by customer
class i5 scrutindzed to assess the depth and diversity of the
utility's customer mix. For example, heavy industrial con-
centration 1s viewed cauticusly, since a utility may have
significant exposure to cydical volatility. Alternatively, a
large residential component ylelds a stable and more pre-
dictable revenue stream. The largest utility customers are
identifled to determine thefr importance to the bottom line
and assess the risk of their loss and potential adverse effect
on the utlity's finandal position. Credit concerns arise
when individual customers represent more than 5% of
revenues, The company or industry may play a significant
role in the overall economdc base of the service area. More-
over, large customers may turn to cogeneration or alterna-
tive power supplies to meet their energy needs, potentially
leading to reduced cash flow for the utflity (even in cases
where a large customer pays discounted rates and Isnot a
profitable account for the utility). Customer concentration
is less significant for water and telecommunication utili-
ties.

Competitive position
As competitive pressures have intensified in the utilitles

industry, Standard & Poor’s analysis has deepened to in-
clude a more thorough review of competitive position.

Electric utility compstition

For electric utilities, competitive factors examined in-
clude: percentage of firm wholesale revenues that are most
vulnerable to competition; industrial load concentration;
exposure of key customers to alternative suppliers; com-
mercial concentrations; rates for various customer classes:
rate deslgn and flexibility; production costs, both marginal
and fixed; the regional capacity situation; and transmission
constraints. A regional focus is evident, but high costs and
rates relative to national averages are also of significant
concern because of the potental for electricity substitutes
over time.

Mounting competition in the electric utility industry
derives from excess generating capacity, lower barriers to
entering the electric generating business, and marginal
costs that are below embedded costs. Standard & Poor’s
has already witnessed decdining prices in wholesale mar-
kets, as de facto retail competition is already being seen in
several parts of the country. Standard & Poor's believes
that over the coming years more and more customers will
want and demand lower prices. Initdal concerns focus on
the largest industrial Joads, but other customer classes will
be increasingly vulnerable. Competition will not necessar-

2




Exhibit No. 3
Schedule 2
Page 4 of 12

TANDARD: &PQORSLORPORATE BATINGS. CRITERIA

11y be driven by legislation. Other pressures will arise from
global competition and improving technologles, whether
it be the dectining cost of incremental generation or ad-
vances in transmisslon capacity or substitute energy
sources like the fuel cell. It is impossible to say precisely
when wide-open retail competition will occur; this will be
evolutionary. However, significantly greater competition
in retail markets is inevitable.

Gas utility competition

Similarly, gas utilities are analyzed with regard to their
competitive standing in the three major areas of demand:
residential, commercial, and industrial. Although regu-
1ated as holders of monopoly power, natural gas utilities
have for some time been actively competing for energy
market share with fuel oil, electricity, coal, solar, wood, ete.
‘The long-term staying power of market demand for natu-
ral gas cannot be taken for granted. In fact, as the electric
utility industry restructures and reduces costs, electric
power will become more cost competitive and threaten
certain gas markets, In addition, independent gas market-
ers have made greater inroads behind the city gate and are
competing for large gas users. Moreover, the recent trend
by state regulators to unbundle utility services is creating
opportunities for outsiders to market niche products. Dis-

butors still have the upper hand, but those who do not

duce and control costs, and thus rates, could find com-
petitlon even more difficult. _

Natural gas plpelines are Judged to rarry a somewhat
higher business risk than distribution companies because
they face competition in every one of thelr markets. To the
extent a pipeline serves utilitles versus industrial end users,
its stability is greater. Over the next five years, pipeline
competition will heat up since many service contracts with
customers are expiring. Most distributor or end-use cus-
tomers are looking to reduce pipeline costs and are work-
ing to Improve thelr load factor to do so. Thus, pipelines
will likely find it difficult to recontract all capacity In
coming years. Being the pipeline of choice is a function of
attractive transportation rates, diversity and quality of
services provided, and capacity avallablein each particular
market. In all cases though, periodic discounting of rates
to retain customers will occur and put pressure on profit-
ability.

Water utility competition

As the last true utility monopoly, water utilities face very
Httle competition and there is currently no challenge to the
continuation of franchise areas. The only exceptons have
been cases where investor-owned water companies have
been subject to condemnation and municipalization be-
cause of poor service or political motivations. in that re-
gard, Standard & Poor’s pays close atteniion to costs and

rates in relation to neighboring utilities and national aver-
.ges. (Incontrast, the privatization of public water facilities
has begun, albeit at a slower pace than anticipated. This is
occurring mosty in the form of operating contracts and
public/private partnerships, and not in asset transfers,
This trend should continue as citles lcok for ways to bal-

30

ance their tight budgets.) Also, water utilities are not fully
immune to the forces of competition; in a few instances
wholesale customers can access more than one supplier.

Telephone competition _

The Telecommunications Act of 1996 accelerates the con-
tinuing challenge to the local exchange companies’ {LECs)
century-old monopoly in the local loop. Competitive ac-
cess providers (CAPs), both facllities-based and resellers,
are aggressively pursuing customers, generally targeting
metropolitan areas, and promising lower rates and better
service.

Most long-distance calls are still originated and termi-
nated on the local telephone company network. To com-
plete such a call, the long-distance provider {including
AT&T, MCI, Sprint and a host of smaller interexchange
carriers or "IXCs”™) must pay the local telephone company
a steep "access” fee to compensate the local phone com-
pany for the use of its local network. CAPs, in contrast,
build or lease facilitles that directly connect customers to
their Jong-distance carrier, bypassing the local telephone
company and avolding access fees, and thereby can offer
lower long-distance rates. But the LECs are not standing
still; they are combating the loss of business to CAPs by
lowering access fees, thereby reducdng the economicincen-
tive for a high usage long-distance customer to use a CAP.
LECs are attemnpting to make up for the Ioss of revenues
from lower access fees by Increasing basic local service
rates (or at least not lowering them), since basic service is
far less subject to competition. LECs are improving oper-
ating effidency and marketing high margin, value-added
new services. Additionally, in the wake of the Telecommu-
nications Act, LECs will capture at least some of the inter-
LATA long-distance market. As a result of these initiatives,
LECs continue to rebuild themselves—from the traditional
utility monopoly 1o leaner, more marketing oriented or-
ganizations, -

While LECs, and indeed all segments of the telecommu-
nications sector, face Increasing competition, there are fa-
varable Industry factors that tend to offset heightened
business risk and auger for overall ratings stability for most
LECs. Importantly, telecommunications is a dedining-cost
business. With Increased deployment of fiber optics, the
cost of transport has fallen dramatically and digital switch-
ing hardware and software have yielded more capable,
trouble-free and cost-efficlent networks. As a result, the
cost of network maintenance has dropped sharply, asilius-
trated by the ratio of employees per 10,000 access lines, an
oft dted measurement of efficiency. Ratios as low as 25
employees per 10,000 lines are being seen, down from the
typical 40 or more employees per 10,000 rado of only a few
Years ago.

In addition, networks are far more capable. They are
increasingly digitally switched and able to accommodate
high-speed communications. The infrastructure needed to
accommodate switched broadband services will be bullt
into telephone networks over the next few years. These
advanced networks will enable telephone companies to
look to a greater variety of high-margin, value-added serv-
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ices. In addition to those current services such as call
waiting or caller ID, the delivery of bundreds of broadcast
and interactive video channels will be possible. While these
services offer the potential of new revenue streams, they
will simultaneously present a formidable challenge. LECs
will be entering the new {(to them) arena of multimedia
entertainment and will have to develop expertise in mar-
keting and entertainment programming acumen; such
skills stand in sharp contrast to LECs' traditional strengths
in engineering and customer service.

Operations

Standard & Poor's focuses on the nature of operations
from the perspective of cost, reliability, and quality of
service. Here, emphasis is placed on those areas that re-
quire management attentionin terms of time or money and
which, if unresolved, may lead to political, regulatory, or
competitive problems.

Operations of electric utilities

For electrics, the status of utllity plant investment s
reviewed with regard to generating plant avallability and
utilization, and also for compliance with existing and con-
temnplated environmental and other regulatory standards.

record of plant outages, equivalent avafiability, load
heat rates, and capacity factors are examined. Also
important is efficiency, as defined by total megawatt hour
per employee and customers per employee. Transmission
interconnections are evaluated in terms of the number of
utilities to which the utility in question has access, the cost
structures and] availabie generating capacity of these other
utilities, and the price paid for wholesale power.

Because of mounting competition and the substantial
escalation in decommissioning estimates, significant
welght s given to the operation of nuclear facilitles. Nu-
lear plants are becoming more vulnerable to high produc-
tion costs that make their rates uneconomic. Significant
asset concentration may expose the utllity to poor perform-
ance, unscheduled cutages or premature shutdowns, and
large deferrals or regulatory assets that may need to be
written off for the utility to remain competitive. Also,
nuclear facilitles tend to represent significant portions of
thelr operators’ generating capability and assets. The loss
of a productive nuclear unit from both power supply and
rate base can interrupt the revenue stream and create sub-
stanttal additlonal costs for repairs and improvements and
replacement power. The ability to keep these stations run-
ning smoothly and economically directly influences the
ability to meet electric demand, the stability of revenues
and costs, and, by extension, the ability to maintain ade-
quate creditworthiness. Thus, economic operation, safe
operation, and long-term operation are examdined in depth.
Specifically, emphasis is placed on operation and mainte-

nance costs, busbar costs, fuel costs, refueling outages,
.forced outages, plant statistics, NRC evaluations, the po-
tential need for repairs, operating licenses, decommission-
ing estimates and amounts held in external irusts, spent
fuel storage capacity, and management’s nuciear experi-

ence. In essence, favorable nuclear operations offer signifi-
cant opportunities but, if a nuclear unit runs poorly or not
at all, the attendant risks can be great.

Operations of gas Wilities

For gas pipeline and distribution companies, the degree
of plant utilization, the physical condition of the mains and
lines, adequacy of storage to meet seasonal needs, “lost and
unaccounted for” gas levels, and per-unit nongas operat-
ing and construction costs are important factors, Efficiency
statistics such as load factor, operating costs per customer,
and operating income per employee are also evaluated in
comparison to other ytilities and the industry as a whole.

Operations of water utilities

As a group, water utilities are continually upgrading
their physical plant to satisfy regulations and to develop
additional supply. Over the next decade, water systems
will increasingly face the task of maintaining compliance,
as drinking water regulations change and infrastructure
ages. Given that the Safe Drinking Water Act was author-
ized in 1974, the first generation of treatment plants built
to conform with these rules are almost 20 years old. Addi-
tionally, because the focus during this period was on sat-
isfying environmental standards, deferred maintenance of
distribution systemns has been common, espedally in older
urban areas. The increasing cost of supplylng treated water
argues against the high level of unaccounted for water

_ witnessed in the industry. Consequently, Standard &

Poor’s anticipates capital plans for rebuilding distribution
lines and major renewal and replacement efforts almed at
treatment plants. -

Operations of telephone companies

For telephone companies, cost-of-service analysis fo-
cuses on plant capability and measures of efficiency and
quality of service. Plant capability is ascertalned by Jooking
at such parameters as percentage of digitally switched
lines; fiber optic deployment, in particular in those por-
tions of the plant key to network survival; and the degree
of broadband capadty fiber and coaxial deployment and
broadband switching capacity, Efficiency measures in-
clude operating margins, the ratio of employees per 10,000
access lines, and the extent of network and operations
consolidation. Quality of service encompasses examina-
tlon of quantitative measures, such as trouble reports and
repeat service calls, as well as an assessment of qualitative
factors, that may include service quality goals mandated
by regulators.

Regulation

Repulatory rate-setting actions are reviewed oh a case-
by-case basis with regard to the potential effect on credit-
worthiness. Regulators’ authorizing high rates of return is
of little value unless the returns are earnable. Furthermore,
allowing high returns based on noncash items does not
benefit bondholders. Also, to be viewed positively, regula-
tory treatment should allow consistent performance from

35
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period to period, given the importance of financlal stability
as a rating consideration.

The utility group meets frequently with commission and
stafl members, both at Standard & Poor's offices and at
commission headquarters, demonstrating the importance
Standard & Poor’s places on the regulatory arena for credit
quality evaluation. input from these meetings and from
review of rate orders and their impact weigh heavily in
Standard & Poor’s analysis.

Standard & Poor’s does not “rate” regulatory commis-

sjons. State commissions typically regulate a number of
diverse industries, and regulatory approaches to different
types of companies often differ within a single regulatory
jurisdiction. This makes it all but impossible to develop
inclusive “ratings” for regulators,

Standard & Poor's evaluation of regulation also encom-
passes the administrative, judicial, and legislative proc-
esses involved in state and federal regulation. These can
affect rate-setting activities and other aspects of the busi{-
ness, such as competitive entry, environmental and safety
rules, facility siting, and securities sales.

As the utflity industry faces an increasingly deregulated
environment, alternatives to traditlonal rate-making are
becoming more critical to the ability of utilities to effec-
tively compete, maintain earnings power, and sustaln

tor protection. Thus, Standard & Poor’s focuses on
hether regulators, both state and federal, will help or
hinder utilitles as they are exposed to greater competiion.
There is much that regulators can do, from allocating costs
to more captive customers to allowing prcing flexibil-
{ty—and sometimes just stepping out of the way.

Under traditional rate-making, rates and earnings are
tied to the amount of invested capital and the cost of
capital. This can sometimes reward companies more for
justifying costs than for containing them. Moreover, most
current regulatory policles do not permit utilities to be
flexible when responding to competitive pressures of a
deregulated market. Lack of flexible tariffs for electric utili-
ties may lure large customers to wheel cheaper power from
other sources.

In general, a regulatory jurisdiction Is viewed favorably
if it permits earning a return based on the ability to sustain
rates at competitive levels. In addition to performance-
based rewards or penalties, flexible plans could include
market-based rates, price caps, index-based prices, and
rates premised on the value of customer service. Such rates
more closely mirror the competitive environment that utili-
ties are confronting.

Electric industry regulation

The ability to enter into long-term arrangements at ne-
gotiated rates without having to seek regulatory approval
for each contract is also important in the electric industry,

e contracting at reduced rates constralns financial
.;fr}flgmmnce. it lessens the potential adverse impact in the
event of retait wheeling. Since revenue losses assodated
with this strategy are not Iikely to be recovered from rate-
payers, utilities must control costs well enough to remain

32

competitive if they are to sustain current levels of bond-
holder protection.) '

Natural gas industry regulation

Inthe gas industry, too, several state commission policies
weigh heavily In the evaluation of regulatory support.
Examples inciude stabilization mechanisms to adjust reve-
nues for changes in weather or the economy, rate and
service unbundling decisions, revenue and cost allocation
between sales and ransportation customers, flexible in-~
dustrial rates, and the general supporﬁveness of construc-
ton costs and gas purchases.

Water industry regulation

In all water utility activities, federal and state environ-
mental regulations continue to play a critical role. The -
legislative timetable to effect the 1986 amendments to the
Safe Drinking Water Act of 1974 was quite aggressive. But
environmental standards-setting has actually slowed over
the past couple of years due largely to increasing sentiment
that the stringent, costly standards have not been justified
on the basis of public health. A moratorium on the prom-
ulgation of significant new environmental rules Is anttcl-

pated.
Telecommunications industry regulation

Despite the advances in telecommunications deregula-
ton, analysis of regulation of telephone operators will
continue to be a key rating determinant for the foreseeable
future. The method of regulation may be either classic
rate-based rate of return or some form of price cap mecha-
nism. The most important factor {s to assess whether the
regulatory framework—no matter which type—provides
suffident financial incentive to encourage the rated com-

. pany to maintain its quality of service and to upgrade its

plant to accommoxdate new services while facing
competition from wireless operators and cable television
companies,

Where regulators do still set tariffs based on an author-
jzed return, Standard & Poor's strives to explore with
regulators their view of the rate-of-return components that
can materially impact reported versus regulatory earnings.
Specifically these include the allowable base upon which
the authorized return can be earned, allowable expenses,
and the authorized return. Since regulatory oversight runs
the gamut from strict, adversarial relationships with the
regulated operating companies to highly supportive pos-
tures, Standard & Poor’s probesbeyond the apparent regu-
latory environment to ascertain the actual impact of
regulation on the rated company,

Management

Evaluating the management of a utility is of paramount
Importance to the analytical process since managemem s
abllities and decisions affect all areas of a company's op-
erations. While regulation, the economy, and other outside
factors can influence results, it is ultimately the gquality of
management that determines the success of a company.




With emerging competition, utility management wiil be
more closely scrutinized by Standard & Poor’s and will
become an increasingly critical component of the credit
evaluation. Management strategles can be the key determi-
nant in differentiating utilities and in establishing where
companies lie on the business position spectrum. It is
imperative that managements be adaptable, aggressive,
and proactive if their utilities are to be viable in the future;
this is especially Important for utilities that are currently
uncompetitive. '

The assessient of management isaccomplished through
meetings, conversations, and reviews of company plans. It
is based on such factors as tenure, industry experience,
grasp of indusiry issues, knowledge of customers and their
needs, knowledge of competitors, accountng and financ-
ing practices, and commitment to credit quality. Manage-
ment’s ability and willingness to develop workable
strategies to address their systems’ needs, to deal with the
competitive pressures of free market, to execute reasonable
and effective long-term plans, and to be proactive in lead-
ing their utilities into the future are assessed. Management
quatity is also Indicated by thoughiful balancing of public
and private priorities, a record of credibility, and effective
communlcation with the public, regulatory bodies, and the
financial community. Boards of directors will recelve ever

attentlon with respect to their role in setting appro-
management incentives.

With competition the watchword, Standard & Poor's
also focuses on management’s eflorts to enhance financial
condition. Management can bolster bondholder protection
by taking any number of discretionary actions, such as
selling common equity, lowering the common dividend
payout, and paying down debt. Also important for the
electric industry will be creativity in entering into strategic
alliances and working partnerships that improve effl-
ciency, such as central dispatching for a number of utilities
or locking up at-risk customers through long-termn con-
tracis or expanded flexible pricing agreements. Proactive
management teams will also seek alternatives to tradi-
tional rate-base, rate-of-return rate-making, move to adopt
higher depreciation rates for generating facilitles, segment
customers by individual market preferences, and atternpt
to create superior service organizations.

Ingeneral, management's ability torespond tomounting
competton and changes in the udlity industry in a swift
and appropriate manner will be necessary t¢c maintain
credit health.

Fuel, power, and water supply

Assessment of present and prospective fuel and power
supply is critical to every electric utility analysis, while
gauging the long-term natural gas supply position for gas
pipeline and distribution companies and the water re-
sources of a water utility is equally important. There is no
similar analytical category for telephone utilities,

Electric utilities
For electric utilities emphasis Is placed on generating
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reserve margins, fuel mix, fuel contract terms, demand-
side management techniques, and purchased power ar-
rangements. The adequacy of generating margins is
examined naticnally, regionally. and for each individual
company. However, the reserve picture is mud-
died by the impredse nature of peak-load growth forecast-
ing. and also supply unceriainty relating to such things as
Canadian capacity availability and potential plant shut-
downs due to age, new NRC rules, acid rain remedies, fuel
shortages, problems assoclated with nontraditional tech-
nologles, and so forth. Even apparently ample reserves
may not be what they seem. Moreover, the guality of
capacity is just as important as the size of reserves. Com-
panles’ reserve requirements differ, depending upon ind}-
vidual operating characteristics.

Fuel diversity provides flexibility in a changing environ-
ment. Supply disruptions and price hikes can raise rates
and ignite political and regulatory pressures that ulti-
mately lead to eroslon in financial perfformance. Thus, the
ability to alter generating sources and take advantage of
lower cost fuels is viewed favorably.

Dependence on any single fuel means exposure to that
fuel's problems: electric utilities that rely on oil or gas face
the potential for shortages and rapid price intreases; utill-
tles that own nudear generating facllittes face escalating
costs for decommissioning; and coal-fired capacity entails
environmental problems sternming from concerns over
acid rain and the “greenhouse effect.”

Buying power from neighboring utilities, qualifying fa-
cility projects, or independent power producers may be the
best cholce for a utlity that faces increasing electricity
demand. There has been a growing reliance on purchased
power arrangements as an alternative to new plant con-
struction. This can be an important advantage, since the
purchasing utflity avoids potential construction cost over-
runsas well as risking substantial capital. Also, utilities can
avoid the financial risks typical of a multiyear construction
program that are caused by regulatory lag and prudence
reviews. Furthermore, purchased power may enhance
supply flexibility, fuel resource diversity, and maximize
load {actors. Utjlities that plan to meet demand projections

-with a portfolio of supply-side options also may be better

able to adapt to future growth uncertainties. Notwith-
standing the benefits of purchasing, such a strategy has
risks assodlated with it. By entering into a firm long-term
purchased power contract that contalns a fixed-cost com-
ponent, utilities can incur substantial market, operating,
regulatory, and financial risks. Moreover, regulatory treat-
ment of purchased power removes any upside potential
that might help oflset the risks. Utilitles are not compen-
sated through incentive rate-making: rather, purchased
power is recovered dollar-for-dollar as an operating ex-
pense.

To analyze the financial impact of purchased power,
Standard & Poor's first calculates the net present value of
future annual capadty payments {discounted at 10%). This
represents a potential debt equivalent—the off-balance-
sheet obligation that a utility incurs when it enters into a
long-term purchased power contract. However, Standard

a3
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# Pooc’s adds to the utllity’s balance sheet only a portion
of this amount, recognizing that such a contractual ar-
rangement is not entirely the equivalent of debt. What
percentage is added is a function of Standard & Poor’s
qualitative analysis of the spedific contract and the extent
to which market, operating, and regulatory risks are borne
by the utility (the risk factor). For unconditional, take-or-
pay contracts, the risk factor range is from 40%-80%, with
the average hovering around 60%. A lower risk factor is
typically assigned for system purchases from coal-fired
uttities and a higher risk factor is usually designated for
unit-specific nuclear purchases. The range for take-and-
pay performance obligations is between 10%-50%.

Gas utilities

For gas distribution utilities, long-term supply adequacy .

obviously is critical, but the supply role has become even
- more important in credit analysis since the Federal Energy
Regulatory Commission's Order 638 eliminated the inter~
state pipeline merchant business. This thrust gas supply
responsibilities squarely on local gas distributors. Stand-
ard & Poor’s has always believed distributor management
has the expertise and wherewithal to perform the job well,
but the risks are significant since gas costs are such a large
percentage of total utility costs. In that regard, it is impor-
t for utilities to get preapprovalsof supply plans by state
qrg;::latorsoraﬂeast keep the staff and commissionerswell
rned. To minimize risks, a well-run program would
diversify gas sources among different producers or mar-
keters, different gas basins in the U.S. and Canada, and
different plpeline routes. Also, purchase contracts should
be firm, with minimal take-or-pay provisions, and have
prices tied to an industry index. A modest percentage of
fixed-price gas Is not unreasonable. Contracts, whether of
gas purchases or pipeline capacity, should be intermediate
term. Staggering contract expiratons (preferably annu-
ally) provides an opportunity tobe an active market player,
A modest degree of rellance on spot purchases provides
flexibility, as does the use of market-based storage. Gas
storage and on-property gas resources such as liquefied
natural gas or propane air are effective peak-day and peak-
season supply management tools.

Since pipeline companies no ionger buy and sell natural
gas and are just cormumon carriers, connections with varied
reserve basins and mary wells within those basins are of
great importance. Diversity of sources helps offset the risks
arising from the natural production declines eventually
experfenced by all reserve basins and individual wells.
Moreover, such diversity can enhance a pipeline’s attrac-
tiveness as a transporter of natural gas to distributors and
end users seeking to buy the most economical gas available
for their needs.

Water utilities

Nearly all water systemsthroughout the U.S. have ample
.long-term water supplies. Yet to galn comfort, Standard &
Poor's assesses the production capablility of treatment
plants and the ability to pump water from underground
aquifersin relation to the usage demands from consumers.

34

Having adequate treated water storage facilities has be-
come important in recent years and has helped many
systems meet dernands during peak surnmer periods. Of
interest is whether the resources are owned by the utllity
or purchased from other utilitles or local authorities. Own-
ing properties with water rights provides more supply
security. This is especially soin states Hke Catifornia where
water allocations are being reduced, particularly since re-
cent droughts and environmental issues have created
alarm. Since the primary cost for water companies is treat-
ment, it makeslittle difference whether raw water is owned
or bought. In fact, compliance with federal and state water
regulations is very high, and the overall cost to deliver
treated water to consumers remains relatively affordable.

Asset concentration in the electric
utility industry

In the electric industry, Standard & Poor's follows the
operations of major generating facilitiesto assessif they are
well managed or troubled. Significant dependence on one
generating facility or a large financial Investment in a
single asset suggests high risk. The size or magnitude of a
particular asset relative to total generation, net plant in
service, and common equlty is evaluated. Where substan-
tial asset concentration exists, the financlal profile of a
company may experlence wide swings depending on the
asset’s performance. Heavy asset concentration is most
prevalent among utilities with costly nuclear units.

Earnings protection

In this category, pretax cash income coverage of all inter-
est charges {s the prdmary ratic, For this calculation, allow-
ance for funds used during construction {AFUDC} is
removed from income and interest expense. AFUDC and
other such noncash items do not provide any protection for
bondholders. To ldentify total interest expénse, the analyst
reclassifies certain operating expenses. The interest com-
penent of various off-balance-sheet obligations, such as
leases and some purchased-power contracts, is included in
interest expense. This provides the most direct indication
of a utility’s ability to service Its debt burden.

While considerable emphasis In assessing credit protec-
tion is placed on coverage ratios, this measure does not
provide the entire earnings protection picture. Also impor-
tant are a company's earned returns on both equity and
capital, measures that hightight a flrm’s earnings perform- -
ance. Constderation is given to the interaction of embed-
ded costs, financial leverage, and pretax return on capital.

Capital structure

Analyzing debt leverage goes beyond the balance sheet
and covers quasi-debt items and elements of hidden finan-
cial leverage. Noncapitalized leases (including sale/lease-
back obligations), debt guarantees, recefvables financing,
and purchased-power contracts are all considered debt
equivalents and are reflected as debt in calculating capital




structure ratios. By making debt level adjustments, the
analyst can compare the degree of leverage used by each
utllity company. :

Furthermore, assets are examined to identify underval-
ued or overvalued items. Assets of questionable value are
discounted to more accurately evaluate asset protection.

Some firms use short-term debt as a permanent plece of
their capital structure. Short-term debt also is considered
partofpm:mnmtcapita]whenitlsusedasabﬂdgem

nt financing. Seasonal, self-liquidating debt is ex-

cluded from the permanent debt amount, but this situation-

is rare—with the exception of certaln gas utllities. Given
the long life of almost all utility assets, short-term debt may
expose these companies to interest-rate volatility, remar-
keting risk, bank line backup risk, and regulatory exposure
that cannot be readily offset. The lower cost of shorter-term
obligations (assuming a positively sloped yleld curve) isa
positive factor that partially mitigates the risk of interest-
rate variability. As a rule of thumb, a level of short-term
debt that exceeds 10% of total capital is cause for concern.

Stmilarly, If floating-rate debt and preferred stock con-
stitute over one-third of total debt plus preferred stock, this

level is viewed as unusually high and may be cause for -

concern. It might also indicate that management is aggres-
stve In its financial policies.
A layer of preferred stock in the capital structure Is
y viewed as equity—since dividends are discretion-
ary and the subordinated claim on assets provides a cush-
ion for providers of debt capital. A preferred component
of up to 10% is typically viewed as a permanent wedge in
the capital structure of utilities. However, asrate-of-return
regulation is phased out, preferred stock may be viewed
by utilities—as many industrial firms would—as a tempo-
rary option for companies that are not current taxpayers
that do not benefit from the tax deductibility of interest.
Even now, floating-rate prefesred and money market per-
petual preferred are problematic; a rise in the rate due to
deterlorating credit quality tends to induce a company to
take out such preferred stock with debt. Structures that
convey tax deductibility to preferred stock have become
very popular and do generally afford such financings with
equity treatment.

ANDARZ & PODR S CORPORATE RATINGS GRITERIA
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Cash flow adequacy

Cash flow adequacy relates to a company’s ability to
generate funds internally relative to its needs. It is a basic
component of credit analysis because it takes cash to pay
expenses, fund capital spending, pay dividends, and make
Interest and principal payments. Since both common and
preferred dividend payments are important to maintain
capital market access, Standard & Poor’slooks at cash flow
measures both before and after dividends are paid.

To determine cash flow adequacy, several quantitative
relationships are examined. Emphasis is placed on cash
flow relative to debt, debt service requirements, and capital
spending. Cash flow adequacy is evaluated withrespect to
a firm's ability to meet all fixed charges, incduding capacity
payments under purchased-power contracts. Despite the
conditional nature of some contracts, the purchaser is ob-
ligated to pay a minimum capacity charge. The ratio used
is funds from operations plus interest and capacity pay-
ments divided by interest plus capacity payments.

Financial flexibility/capital attraction

Financing fiexdbility incorporates a utility's financing
needs, plans, and alternatives, as well as its flexibility to
accomplish its financing program under stress without
damaging creditworthiness. External funding capability
complements internal cash flow. Espedially since utilities
are so capital intensive, a flrm’s ability to tap capital mar-
kets on an ongoing basis must be considered. Debt capacity
reflects all the earller elements: earnings protection, debt
leverage, and cashflow adequacy. Market access at reason-
able rates is restricted If a reasonable capital structure is not
mmaintained and the company’s financlal prospects dim.
The analyst also reviews indenture restrictions and the
impact of additicna)l debt on covenant tests.

Standard & Poor’s assesses a company's capacity and
willingness to issue common equity. This is affected by
varous factors, including the market-to-book ratio, divi-
dend policy, and any regulatory restrictions regarding the
compasition of the capital structure.
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Formulas jor key ratics
Pretax interest coverage =

Pretax income from continuing operations + interest oxperbl
Gross inlereat

Pretax fixed charge coverage incuding rents » Pretax income from continuing operations + interest expense + gross rents

Gross inerest + gross rents

Pretax funds flow interest coverage =  Pretax funds flow + interest expense

Funds from operations as a % of total debt = Funds from operations
Free operating cash flow as a % of total debt « Free opsrating cash low

Pretax retum on permanent capital =

Operating income as & % of sales = Operaling income
Long-term debt as a % of capitalization = Long-term debt
Total debt as a % of capitalization =

Total debt + 8 times rents as a % of adjusted capitalization =

Gross interest

Total debt x 100

x 100

Total debt

Pretax incoma from continuing operations + intetest expense
Sum of {1) average of beginning of year and end of year current
maturities, long-term debt, non-current deferred taxes, and equity and
%}) average short-lam borrowings during year as disclosed in

tnotes : .

x 100

Sales

x 100

Long-term + equity

Total debt
Total dabt + equity

X 100

Total debt + 8 times gross rentala paid
Total dabt + 8 timas gross renials paid + equity

x 100

IO G i o e

Glossary
Equity

Froe operating
cash flow

Funds from
operations

Gross interest
Grosas rents
interest expense
Long-term debi
Net cash flow
Operating income

Pretax funds flow
Total debt

Shareholders' equity (including preferred stock) plus minority intorest.

Funds from operations minus capital expenditures, minus (plus) the increase (decrease) in working
capital {excluding changes in cash, marketable securities, and short-temm debt).

Net income from continuing operations plus depraciation, amortization, deferred income taxes iancl other
noncash items.

Gross interast incurred before subtracting (1) capitalized interest, (2) interast income.
Gross operating rents paid balore sublease income.

Interast incurred minus capitalized interest, plus amortization of capitalized inlorest.
As reported on the balance sheet, including capitalized lease obligations.

Funds from cperationa less prefarred and common dividends.

Sales minus cost of goods manufactured (bafore depreciation and amortization), selling, general and
administrative, and research and development costs.

Pretax income from continuing operations plus depreciation, amortization, and other noncash itams.
Long-tarm dabt plus current malurilies, commercial paper, and other shor-term bomowings.
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tandard & Poor’s has revised the four principal finan-

cial targets that it uses to analyze the credit quality of
all investor-owned electric, natura) gas, and water utili-
ties in the U.S. [see table on page 3).

_Standard & Poor's has created a single set of financial
targets that can be applied across the different utility
segments. These financial measures reflect the
convergence that is occurring throughout the wtility
industry and the changing risk profile of the industry in
general,

No rating changes will result from establishing these new
financial targets since they were developed by integrating
prior utility financial benchmarks and historical industrial
medians. The new financial targets, like the previous
benchmarks, pertain to fisk-adjusted ratios that distinguish
between lowerisk and higher-risk activities. The targets
have been broadened to comespond with Standard & Poor's
10-point business profile assessments. The business profile
scores assess the qualitative attributes of a fimn, with "1°
being considered lowest risk and ~10" highest risk. Thus,
the new targets allow fur comparability on a single scale
between typically lower-risk activities, such as water
uperations, gas distrbution, and electric transmission, and
higher-risk activities, such as merchant power generation,
oil and gas exploration and production, and energy trading
and marketing. For exampia, a water utility, which can
expect fo have a lower business risk profile then a typical
integrated electric utility, will ba required to meet less
stringent financial targets for any given rating category.

Funds from operations to total debt, funds from
operations interest coverage, pretax interest coverage,

and total debt to total coapital are the four
credit-protection ratios that are an imegral part of

Utility Financial Targets Are Revised

Standard & Poor's quantitative review on the overall
credit analysis of the utility sector. Standard & Poor's
recognizes that the natue of utilities’ business
strategies is changing significantly and is shifting
taward higher-risk endeavors. These undertakings bear
risk characteristics that are more fepresentative of an
industrial company than a regulated utility. Therefore,
Standard & Poor’s aiso incorporates a greater reliancs
on several additional oS in its credit anglysis. These
include, but are not kmited to, pretax return on permanent
capital, funds from operations to current obligations,
eamings before interest and taxes 10 total assets, net cash
flow 0 capital expenditures, and capital expenditures o
awerage total capial. Additionally, Turther analysis of the
cash flow coverage of all obligations (including prefemed
stock} is performexd, Although these measures o nat have
published tamets, broader use of these financial, ratios,
combined with the four principai targets, provides greater
depth to the fundamental analysis used in the rating
evaluation process.

Consistent with Standard & Poor's ratings methodology,”™

the four published financial targets will be used with other

guantitative measures, business risk analysis, and

comparative analysis of peer groupings to determine credit

ratings. The new targets are designed o assist utitives,

utility affiliates, Bnd the investment community in assessing
the relative financial strength of issuers. 1l

Ronald M. Barone

New York (1} 212-438-7662

I John W. Whitlack

- New York (1] 212-438-7678

Scott A. Bricke
New York (1) 212-438-7663

fcontinued on page 31

Uiy Sromicy

AEP/CSW Merger May Close by Year End
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SUMERS ILEINOIS WA ANY
CAPITALIZATION AND FINANCIAL STATISTICS (1)
1997 - 2001, INCLUSIVE
2004 2000 1608 1508 1967
) (MILLIONS OF DOLLARS)
CAPITALIZATION STATISTICS
AMCUNT OF CAPITAL EMPLOYED
TOTAL PERMANENT CAPTTAL $69.146 $85.213 $75.740 $74.470 $70.089
SHORT.TERM DEBT 5,250 5.700 2.500 1.500 4.100
TOTAL-CAPITAL EMPLOYED $94.396 $90.915 §78.240 $75.970 $74.183
N PITAL COST RATES
TOTAL DEBT 77 % 7.9 % 80 % 83 % 82 %
PREFERRED DEBT 55 55 43 55 7.0
5 YEAR Jn'WERﬁcG_‘cft
DIVIDEND PAYQLUT RATID 1348 % 0.0 % 68.0 % 852 % 96.0 % 768 %
CAPITAL STRUCTURE RATIOS
BASED ON TOTAL PERMANENT CAPITAL:
LONG-TERM DEBT 480 % 469 % 45.4 % 50.2 % 53.4 % 498 %
MINORITY INTEREST 05 0s 05 08 0.6 0.5
COMMON EQUITY 315 528 50.1 49.2 489 48.9
TOTAL 100.0 % 1000 % 1000 % 1000 % 1000 % 1000 %
BASED ON TOTAL CAPITAL:
TOTAL DEBT, INCLUDING SHORT-TERM 50.9 % 502 % 51.0 % 51.2 % 58.0 % 81,8 %
MINORITY INTEREST 0.4 04 0s 05 0.5 0.5
COMMON EQUITY 487 40.4 485 48.3 85 477
TOTAL 100.0 % 1000 % 1000 % 1000 % 1000 % 1000 %
FINANCIAL STATI
RATE OF RETURN O GE CO 94 % 9.1 % 102 % 8.3 % 8.4 % 91 %
cov EXCLUDING ALL AF!
BEFORE INCOME TAXES: ALL INTEREST CHARGES 292 x 265 x 2.88 x 239 x 214 x 280 %
AFTER INCOME TAXES: ALL INTEREST CHARGES 219 202 220 1.87 1,79 2.0
OVERALL COVERAGE; ALt INTEREST + PFD, DIV. 247 2.0% 249 1.86 1.78 2.00
SEE PAGE 2 FOR NOTES.
w
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o
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& =z
@59
N W w




Exhibit No. 3
Schedule 3
Page 2 of 2

Consumers lilinojis Water Company
Capitalization and Financial Statistics
1987-2001, Inclusive

Notes:

(1)  All capitalization and financial statistics are based upon financial statements as originally reported
in each year.

(20 Computed by relating actual long-term debt interest or preferred stock dividends booked to
average of beginning and ending long-term debt or preferred stock reported o be outstanding.

(3) Coverages - excluding all AFUDC represent the number of times available earnings, excluding all
AFUDC, cover fixed charges.

Source of Information: Consumers lllinois Water Company audited financiat statements and
annual reports to the lllinois Commerce Cominission




STA CS

AMOUNT OF CAPITAL EMPLOYED
TUTAL PERMANENT CAPITAL
SHORT-TERM DEBT

TOTAL CAPITAL EMPLGYED

INDICATED AVERAGE CAPITAL COST RATES (2)

TOTAL DERT
PREFERRED STOCK

CAPITAL STRUCTURE RATIOS
BASED ON TOTAL PERMANENT CAPITAL:
LONG-TERM DEBT
MINQRITY INTEREST
PREFERRED STOCK
COMMON EQUITY
TOTAL

BASED ON TOTAL CAPITAL
TOTAL DEST, INCLUDING SHORT-TERM
MINORITY INTEREST
PREFERRED STOCK
COMMOCN EQUITY
TOTAL

El AL STATY

FINANCIAL RATIOS - MARKET BASED
EARNINGS / PRICE RATIO
MARKET / AVERAGE BOOK RATIO
DIVIDEND YIELD
DWIDEND PAYQUT RATIO

RATE OF N ON AVERA €Ol

COVERAGES - UDING AL|

BEFORE INCOME TAXES: ALL INTEREST CHARGES
AFTER INCOME TAXES: ALL INTEREST CHARGES
OVERALL COVERAGE: ALL INTEREST + PFD, DIV.

See Page 2 for notes,

CAPITALIZATION AND FINANCIAL STATISTICS (1)
1997 - 2001, INCLUSIVE

OXY GROUP OF 8

2001

$320.328
$36,285
gas8e12

71 %
6.3

537 %
0.0
67

458

1000 %

566 %
0.0
07

1000 %

50 %
2180
35
63.1

106 %

282 x
218
214

NER WATER CO

1999
(MILLIONS OF DOLLARS)
$268.351 $261.200
$22.031 §21.228
$321.082 i282.5923
77 % 77 %
59 5.1
520 % 508 %
oo 0.0
0.8 08
412 485
100.0 % 1000 %
54.4 % 531 %
0.0 0.0
08 0.8
445 489
1000 % 1000 %
54 % 55 %
1933 207.0
39 a7
780 6.3
104 % 15 %
2.85 x 314 %
212 229
2.10 235

$204.450
§10.735
215190

79 %
3.0

49.6 %
0.0
13

1000 %

52.0 %
¢o
13

487

1008 %

58 %
195.7
39
69.7

107 %

283 %
2.20
218

485 %
0.0
15

480

1000 %

7%
1.5

468
1000 %

61 %
175.4

72.4
106 %
3.05x

2.28
2.22

5 YEAR

510 %
0.4
10

480

1000 %

53.6 %
0.0
1.0

45.4

100.0 %

55 %
167.9
3.9
609

10.7 %

288 x
2.4
217
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Proxy Group of Seven C. A, Tumer Water Companies
Capitalization and Financial Statistics
1997-2001, Inclusive

Notes:

(1)  All capitalization and financial statistics for the group are the arithmetic average of the achieved
results for each individual company in the group, and are based upon financial statements as
originally reported in each year.

(2) Computed by relating actual long-term debt interest or preferred stock dividends booked to average
of beginning and ending long-term debt or preferred stock reported to be outstanding.

(3) Coverages - excluding ali AFUDC represent the number of times available earnings, excluding all
AFUDC, cover fixed charges.

Selection Criteria:

The basis of selection was fo include those water companies: 1) which are included in the Water Company
Group of C. A. Turner Public Utility Reports (April 2003); and 2) which have Value Line (Standard Edition) five-year
EPS growth rate projections or Thomson FN / First Call consensus five-year EPS growth rate projections.

The following seven water companies met the above criteria:

American States Water Co.
Artesian Resources, Inc.
California Water Service Group
Middlesex Water Co.
Philadeiphia Suburban Corp.
Southwest Water Company
York Water Co.

Source of Information: Standard & Poor's Compustat Services, Inc., PC Plus Research Insight
Database
Compahny Annual Forms 10K
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Capital Structure Based upon Total Capital for
the Proxy Group of Seven C. A Tumer Water Companies
for the Years 1997 through 2001
SYEAR
2001 2000 1989 1998 1997 AVERAG

American States Water Co.
Long-Term Debt 52.63 % 4250 % 4798 % 3838 % IV20 % 44.14 %
Short-Term Dabt 427 10.80 6.01 12.05 882 8.39
Minority Interest 0.00 a.00 c.0o 0.00 .00 0.00
Praferred Stock .40 0.46 0.58 0.64 o 055
Common Equity 4270 46.24 4545 46.93 51,27 46.92

Total Capital 100.00 % 100.00 % 100.00 % 100.00 % 100.00 % 100.00 %
Artesian Resources Com.
Long-Temm Debt 40.49 % 58.78 % 4549 % 46.54 % 52.60 % 51.78 %
Short-Term Debt 16.69 3.65 1068 1209 274 917
Minority Interest 0.00 0.00 Q.00 0.00 0.00 a.00
Preferred Stock 0.46 0.85 1M 1.26 1.61 . 1.00
Common Equity 3336 36.92 41.82 40.11 43.058 39.05

Total Capital 100.00 % 100.00 % 100.00 % 100.00 % 100.00 % 100.00 %
Long-Term Debt 458.36 % 4569 % 45,05 % 4157 % 43,33 % 4500 %
Short-Term Debt 514 3.59 3.85 675 452 476
Minority Interest 0.00 .00 0.00 0.00 0.00 0.00
Preferred Stock 0.81 0.85 098 1.0 1.08 0.9%
Common Equity 572 4387 50,12 S0.64 51.07 49.28

Total Capital 100.00 % 100.00 % 100.00 % 1C0.00 % 100.00 % 100.00 %
Middlesex Water Company
Long-Tenm Debt 4970 % 50.48 % 5188 % 51.19 % 48.25 % 50,42 %
Shont-Term Debt 7.43 3 126 0.66 051 2
Minority Interest 0.00 0.00 0.00 0.00 .00 .00
Preferred Stack 2.8 2.49 2.55 331 455 304
Common Equity 40.58 4332 44.31 44.24 ’ 46.68 43.83

Total Capital 100.00 % 100.00 % 100.00 % 100.00 % 100.00 % 100.00 %
Philadelphia Suburban Corp. :
Long-Term Debt 47.67 % 48.18 % A7.44 % 52.40 % 52.88 % 4971 %
Shont-Term Debt 943 8.85 11.48 1.05 234 L]
Minority Interest 0.07 028 0.28 0.00 0.00 013
FPreferred Stock 0.10 017 019 0.64 1.67 0.55
Commop Equity 4233 4252 4060 45.91 43.11 42.69

Total Capital 100.00 % 100.00 % 100.00 % 100.00 % 100.00 % 100.00 %
Southwest Water Company
Long-Term Debt 5597 % 51.45 % 46,72 % 49.95 % 43.70 % 49.56 %
Short-Term Dedt 000 0.00 D00 0.00 10.15 203
Minority Irterest 0.00 Q.00 0.00 0.00 0.00 0.00
Preferred Stock 0.4 0.5t 0.68 0.74 073 0.61
Comiman Equity 43,62 4B.04 5260 48.31 45.42 47.80

Total Capital 100.00 % 100.00 % 100.00 % 100.00 % 100.00 % 106.00 %
York Water Company
Lony-Tesm Debt 46.35 % 48.29 % 50.41 % 51.30 % 5162 % 48.59 %
Short-Temn Debt 283 3.90 220 000 138 206
Minority Interest 0.00 Q00 0.00 0.00 0.00 0.00
Prafermed Stock 0.00 0.00 0.00 0.00 0.00 0.00
Common Equity 50.82 AT.B1 47.39 4870 47.02 4335

Total Capital 100.00 % 100.00 % 100.00 % J00.00 % 100.00 % 100.00 %
Proxy Group of Seven C. A,
Tumer Water Companies
Long-Term Debt 50.62 % 49.48 % 47,98 % 47,42 % 4737 % 48.46 %
Short-Temm Debt 8.60 493 507 466 435 512
Minority Intorest oM 0.04 0.04 0.00 0.00 0.02
Prefered Stock 054 o7 0.56 109 1.45 0.96
Common Equity 4273 4481 46.04 46.83 48.80 4544

Total Capital 100.00 % 100,00 % 100.00 % 100.00 % 100,00 % 100.00 %

Source of Information:  Standard & Poor's Compustat Senvices, Inc., PC Plus Research Insight Data Base
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Exhibit No. 3
Schedule 5
Page 2 of 6

Proxy Group of Thirteen Utilities Selected on the Basis of | east Relative Distance
Capitalization and Financial Statistics
1997-2001  Inclusive

Notes:

{1)  All capitalization and financial statistics for the group are the arithmetic average of the achieved
results for each individual company in the group, and are based upon financial statements as
originally reported in each year.

(2) Computed by relating actual long-term debt interest or preferred stock dividends booked to average
of beginning and ending long-term debt or preferred stock reported to be outstanding.

(3) Coverages - excluding all AFUDC represent the number of times available earnings, excluding all
AFUDC, cover fixed charges.

Selection Criteria:

The basis of selection was to include those electric, gas, combination electric and gas, and
water utilities: 1) which are included in Standard & Poor's Compustat Services, Inc., PC Plus
Database; 2) which have actively traded common stock; 3) which are most similar in risk to
Consumers Hlinois Water Company based upon an analysis of the least relative distance of eight
financial and operating ratios as explained in detail in Ms. Ahern’s direct testimony; 4) which have
Value Line (Standard Edition) or ThomsonFN / First Call consensus five-year EPS growth rate
projections; and 5) which have not cut or omitted their common dividends in the five years ending
2001 or through the time of the preparation of Ms. Ahern’s direct testimony, nor are expected by
Value Line Investment Survey (Standard Edition) to cut their dividends during the next five years

Source of information: Standard & Poor's Compustat Services, Inc., PC Plus Research insight
Database .
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Exhibit No. 3

Schedule 5
Page 4 of 6
Capital Structure Based upon Total Capital for
the Proxy Group of Thirteen Utilities
Selected on the Basis of Least Relative Distance
for the Years 1997 through 2001
S YEAR
200t 2000 1999 1958 1997 AVERAGE

Philade|phia Suburban Corp, _
Long-Term Debt AT 67 % 4818 % 47.44 % 52.40 % 52.88 % 4971 %
Short-Term Debt 983 8.85 11.48 1.05 234 671
Mingrity interest Q.07 0.28 0.29 0.00 D00 0.13
Prefermed Stock Q.10 017 0.19 0.64 1.67 0.55
Common Equity 42.33 4252 40.60 45.91 43,11 42.89

Total Capital 100.00 % 100.00 % 100.00 % 100.00 % 100.00 % 100.00 %
Public Service Enterprise Group, Inc.
Lang-Term Debt 6870 % 49.83 % 5214 % 4978 % 4583 % 53.26 %
Short-Term Debt 7.54 2053 15.38 8.39 11.49 12.67
Minarity Interest 0.00 .00 0.00 0.00 0.00 0.00
Preferred Stock 0.45 1.2 1,32 1.35 1.35 1.14
Common Equity 233 2843 31.16 40.48 41,33 32.94

Total Capital 100.00 % 100.00 % 100.00 % 100.00 % 100.00 % 100.00 %
Southern Company
Long-Term Debt 51.76 % 44.36 % 50.76 % 53.00 % 5032 % 50.08 %
Short-Term Debt 8.95 7.34 13.56 6.84 8.11 8.96
Minority Interest Q.00 0.00 251 2.00 171 1.24
Prefamed Stock 1.73 161 1.28 1.38 1.94 1.59
Common Equity 37.56 46,69 31.89 36.69 .92 3815

Total Capital 100.00 % 100.00 % 100.00 % 100.00 % 100.00 % 100.00 %
TECG Eperay, Inc.
Long-Term Debt 5203 % 40.02 % 3793 % a41.87 % 36.61 % 4169 %
Short-Term Debt 11.74 2670 22.63 10.15 14.89 17.24
Minority Interest 0,00 0.00 0.00 0.00 0.00 0.00
Preferred Stock 0.00 0.00 0.0 0.00 0.00 0.00
Common Equity 368.23 3328 39.44 47.88 A8 40 41.07

Total Capital 100.00 % 100,00 % 100.00 % 103.00 % 100.00 % 100.00 %
WP'S Resources Corporation
Long-Term Debt 50.64 % 4982 % 48.40 % 38452 % 3520 % 44.52 %
Short-Term Debt 281 B9 6.87 590 3.55 562
Minornity Interest : 0.00 0.00 0.00 0.00 0.00 0.00
Prefermed Stock 310 355 3.90 5.0 593 430
Common Equity 43.45 3764 40.83 50.57 25,32 45.56

Total Capital 100.00 % 100.00 % 100.08 % 100.00 % 100.00 % 100.00 %
York Water Company
Long-Term Debt 4635 % 48.29 % 50,41 % 51.30 % 51.62 % 49.59 %
Short-Term Debt 283 380 2.20 0.00 1.36 2.08
Minority nterest 0.00 .00 0.00 .00 0.00 0.00
Preferred Stock 0.00 0.00 000 0.00 C.00 Q.00
Common Equity 50.82 47.81 47.39 48.70 47.02 48.35

Total Capitat 100.00 % 100.00 % 100.00 % 100.00 % 100,00 % 100.00 %
Proay Group of Thirteen Utilities
Selected on the Basis of
|east Relative Distal
Long-Term Debt 52.65 % 4902 % 4813 % 4553 % 4482 % 48.03 %
Short-Term Debt 764 9.05 8.06 6.25 503 739
Minority Interest 0.00 0.02 0.22 0.29 Q.13 013
Preferred Stock 1.08 1.22 1.27 1.55 2.14 1.45
Common Equity 3863 40.69 4232 45.38 46,98 43.06¢

Total Capital 100.00 % 100.00 % 100.00 % 100.00 % 100.00 % 100.00 %

Source of Information:

Standard & Poor's Compustat Services, Inc., PC Plus Research Insight Data Base




Basls for the Selection of the Praxy Group of Fourteen Utlities

I an the Basls istance
Cash Flow
292 % of Net Cash Funds Flow Operating
Pre-Tax interest Common Equity Fixed Asget AFUDC to Permanent Flow to Interest Earnings Sum of
Coverage {1) Ratio (2) Turnover {3) Net Income {4} Captalization (5} Expenditures (5) Coverage (7) Stabiliy (8) Distence (9)
AGL Resources, Inc. 29454 0.4538 0.354% 0.0000 0112 0.6823 3.6873 0.288% 0.4558
American States Water Co, 3.2962 C.4834 0.27%1 0.0000 0.1010 0.529% 3.6979 0.3484 0.8372
California Water Service Group 2.9128 0.5081 0.2798 0.0366 0.08%0 0.4430 3.3723 0.4428 0.3530
Cleca Carporation 3.2708 0.4222 0.4814 0.0171 0.1072 0.8774 3.9566 0.4265 0.9644
DPL Inc. 3.2433 0.3477 0.3345 0.0000 0.1413 0.8663 3.2306 0.2093 0.6035
Middtesex Water Company 2.8516 0.4464 02459 040752 00649 0.2797 31098 0.247¢ 0.4069
Northwest Natural Gas Co, 31368 0.5133 0.3881 0.0212 0.1023 0.7051 3.7558 ¢.8167 0.9862
Philadelphia Suburban Carp, 3.1666 0.4723 0.4824 0.0000 0.0384 0.5033 3.3418 B 4.178¢ 0.368%
Public Sexvice Enterprise Group, Inc. 2.4041 0.3538 0.6046 0.0000 0.0999 0.8435 2.8618 0.1653 0.8478
Southermn Company 3.0783 Q.43%0 0.2821 0.0357 0.1170 0.6745 3.7839 0.4298 0.6046
TECO Energy, Inc. 2.7763 0.5067 0.3426 0.0164 0.1245 0.4157 3.8208 Q.1g38 0.5144
WPS Resources Corparation 2.6929 0.4398 0.7740 0.0425 0.1020 0.4827 3.7452 0.3626 Q.7864
Yark Water Company 2.9469 0.5020 0.159¢ 0.0257 0.0804 0.3457 2.8560 01678 Q,5668
Consumers lllinais Water Company 2.8082 0.5141 0.1678 0.0322 0.0892 0.5558 3,3628 0. 9459 0.0000

See page 6 tor notes.
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Exhibit No. 3
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Page 6 of 6

Basis for the Selection of the Proxy Group of
Thirteen Utilities Selected on the Basis of Least Relative Distance

Notes:

{1) Pre-taxinterest coverage represents the number of times available earnings, before income taxes,
exciuding all allowance for funds used during construction (AFUDC) cover total interest charges,
average for the years 1999, 2000 and 2001.

(2} Common equity rafio is the ratio of total common equity to permanent capitalization (the sum of total
long-terim debt, current maturities, total preferred stock and tota! common equity), average for the
years 1999, 2000 and 2001.

{3) Fixed asset turnover is the ratio of tofal operating revenues to gross utility plant, average for the
years 1999, 2000 and 2001.

(4) AFUDC to netincome is the ratio of total AFUDC to income available for common equity, average
for the years 1998, 2000 and 2001.

(5) Cash flow as a percent of permanent capitalization is the ratio of funds from operations (sum of net
income, depreciation, amortization, net deferred income tax and investment tax credits, less total
AFUDC) to permanent capitalization (the sum of total long-term debt, current maturities, total
preferred stock and total common equity), average for the years 1939, 2000 and 2001.

(6) Net cash flow to capital expenditures is the ratio of gross construction expenditures, excluding all
AFUDC, provided by funds from operation (as defined in Note 5), after payment of all cash
. dividends, average for the years 1999, 2000 and 2001.

(7) Funds flow interest coverage is the ratio of funds from operations (as defined in Note 5) plus total
interest charges to total interest charges, average for the years 1999, 2000 and 2001.

(8} Operating earings stability is an index of the variation in quarterly before-income tax operating
income for the years 1999, 2000 and 2001. ltis calculated by dividing the standard error of the
estimate of a regression about a trend line by the mean. Itis analogous to the coefﬁment of
variation.

(9) Sum of distance is calculated as the squared distances between the eight operating / financial ratios
of each firm and Consumers lllinois Water Company, summlng the squared distances, and then
calculating the square root of the summation.

. Source of Information: Standard & Poor's Compustat Services, Inc., PC Plus Research Insight
Database
Consumers lllingis Water Company audited financial statements and
quarterly income statements




Exhibit No. 3
Schedule 8

. Consumers lllinois Water Company
Hypothetical Exampie of the Inadequacy of
A DCF Return Rate Related to Book Value
When Market Value is Greater / Less than Book Value

1 2 3
Book Value with Book Value with
Markst to Book Market to Book
Line No. Market Value Ratio of 180% Ratio of 80%
1. Per Share $ 24000 $ 1333 $ 3000
2 DCF Cost Rate (1) 10.00% 10.00% 10.00%
3. Return in Dollars $ 2.400 $ 1333 $ 3000
4. Dividends (2} $ 0.960 $ 0960 $ 0960
5. Growth in Dollars $ 1.440 $ 0373 $ 2040
6. Return on Market Value 10.00% 5.55% (3) 12.50% (4)
7. Rate of Growth on Market Value 6.00% (5) 1.55% (6) 8.50% (7)

Notes: (1) Comprised of 4.0% dividend yield and 6.0%% growth.
. {2) $24.00* 4.0% yield = $0.960.
{3) $1.333/%$24.00 market value = 5.55%.
(4) $3.000 7 $24.00 market value = 12.50%.
(5) Expected rate of growth per market based DCF modet.

(8) Actual rate of growth when DCF cost rate is appfied to book value {$1.333 possible eamings - $0.960
dividends = $0.373 for growth / $24.00 market value = 1.55%).

(7) Actual rate of growth when DCF cost rate is applied to book value {$3.000 possible earnings - $0.950
dividends = $2.040 for growth / $24.00 market value = 8.50%).




Exhibit No. 3

Schedule 7
Consumers lllinois Water Company
_ indicated Common Equity Cost Rate
Through Use of the Discounted Cash Flow Model
Summary of Conclusion
Proxy Group of Seven C. Proxy Group of Thirteen
A. Tumner Water Utiltiies Selected on the
Companies Basis of Least Relative
1. Single Stage Discounted
Cash Flow Model (1) 99 % 106 %
2. Quarterly Version of the Discounted
Cash Flow Model (2) 10.2 105
3. Conciusion 10.1 % 10.6 %

Notes: (1) From Schedule 8 of this Exhibit.
(2) From page 2 of Schedule 9 of this Exhibit.
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Schedule 8

. Consumers lllinois Water Company
Indicated Common Equity Cost Rate
Through Use of the Single-Stage Discounted Cash Flow Model
Summary of Conclusion

Proxy Group of Thirteen

Proxy Group of Seven Utilities Selected on the

C. A. Tumer Water Basis of Least Relative
Companies Distance

Based upon Historical and Proiected Growth in DPS, EPS, and BR+SVY

1. Dividend Yield (1) 33 % 51 %
2. Dividend Growth

Component (2) 0.1 0.1
3. Yield 34 52
4. Growth Rate (3) 5.7 46
5. Indicated Return Rate 91 % 9.8 %

. Based upon Projected Growth in EPS

6. Dividend Yield (1) 33% 51%
7. Dividend Growth

Component (2) 0.1 0.2
8. Yield 34 53
9. Growth Rate (3) 7.2 _ 6.1
10. Indicated Return Rate 10.6 % 114 %
11. Conclusion 9.9 % 10.6 %

Notes: (1) From Schedule 10 of this Exhibit.

{2)  This reflects a growth rate component equal to one-half the
conclusion of growth rate (from page 1 of Schedule 12 of this
Exhibit) x Line Nos. 1 and 6 to reflect the periodic payment of
dividends (Gordon Model) as opposed to the continuous
payment. Thus, 3.3% x{ 1/2x5.7%) = 0.1%.

. (3) Conclusion of growth from page 1 of Schedule 12 of this Exhibit.




